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December 21, 2012

Hon. Jan Brewer
Governor, State of Arizona

Hon. Steve Pierce, President
Arizona State Senate

Hon. Andy Biggs, President-elect
Arizona State Senate

Hon. Andy Tobin, Speaker
Arizona House of Representatives

Dear Governor, Mr. President and Mr. Speaker,

Laws 2011, Chapter 357, Sec. 56 created the Defined Contribution and Retirement Study Committee consisting of the
five members of the State Board of Investment, six members of the Arizona Legislature appointed by the President of
the Senate and the Speaker of the House, and a member from each of the boards of the Arizona State Retirement
System (ASRS) and the Public Safety Retirement System (PSPRS). Although the Treasurer’s Office does not oversee
our state pensions, we were happy to take on this assignment and we strove to provide an objective, independent,
professional assessment and to serve both Arizona taxpayers and pension participants fairly.

The health and sustainability of our pension systems is of critical importance to everyone in Arizona. These benefits
are funded from tax dollars and from the employees themselves. Much of the discussion surrounding any pension
system revolves around complicated financial formulas. There is an equally important human element that must
always be in the forefront; these pensions are for those who police our streets, put out the fires, respond to medical
emergencies, teach our children and keep the basic functions of government running.

Arizona’s retirement systems are professionally and competently managed. We are fortunate that our pensions are in
far better shape than many other states. That said, there are issues that require attention. Several reform options are
provided for policy makers to consider so Arizona can continue to strengthen and enhance those plans in order to
protect the benefits to current retirees and employees that have earned them, as well taxpayers now and in the future.

This committee was given five areas of our pension system to examine and make recommendations upon, a
requirement to meet at least twice in calendar year 2011, produce an interim report by December 31, 2011, and to
deliver a final report by December 31, 2012. I am pleased to report that all those requirements have been met, and
that the full $100,000 allocated to the committee to conduct its research will be returned to the retirement plans as
existing resources were utilized from the Treasurer’s Office, Legislature and retirement plans themselves. My goal as
chairman of this committee was to do a professional and thorough analysis of our four pension systems. It is my hope
that this comprehensive final report reflects that commitment.

Sincerely,

Doug Ducey

Treasurer

State of Arizona

Chairman of the Defined Contribution and Retirement Study Committee

1700 W. WASHINGTON, PHOENIX, ARIZONA 85007 + (602)542-7800 + FAX (602) 542-7176
WWW.AZTREASURY.GOV



Task 1:

The committee shall study the feasibility and cost of transferring existing members of a public retirement system or
Dplan to a new defined contribution plan as well as providing for a defined contribution plan for newly hired public
employees. The committee shall examine public and private defined contribution plans in other states, including
their plan designs, and the federal tax issues that affect a defined contribution retirement plan.

The State of Arizona sponsors four retirement systems that currently cover more than 581,000
employees, retirees, or former employees who have yet to retire. These are the individuals who police
our streets, respond to medical emergencies, teach our children, and keep the basic functions of
government running. All four plans are Defined Benefit (DB) plans. That means once vested, an
employee is guaranteed a monthly salary benefit based on years of service and salary. The plans are
funded by a combination of contributions from employees, employers (taxpayers) and investment gains.
The ratio of a plan’s assets to its liabilities is known as its funded status. Essentially this is a measure of
how much cash the plan has on hand today to pay for the retirement benefits employees have earned. A
100% funded status means a pension plan has a net present value equal to all of its obligations.

Figure 1: Plan Denographics

Members  EORP PSPRS CORP ASRS TOTAL
Retired 992 9,802 3,476 114,431 128,701
Active 845 18,542 14,991 203,994 238,372
Inactive 132 1,264 1,101 210,060 212,557
Drop 1,496 1,496

TOTAL 1,969 31,104 19,568 528,485 581,126

The four pension plans have unfunded liabilities on June 30, 2012 ranging from $18.4 billion to
$39.6 billion depending on what discount rate is used, and using the market valuation of the plans’
assets.! To put it into context, total net ongoing revenue collected by Arizona’s General Fund was only
$8.5 billion in FY 2012.* This growth of the retirement plans’ unfunded liabilities led to the passage of
Senate Bill 1609 in 2011, which included the creation of the Defined Contribution (DC) and Retirement
Study Committee that resulted in this report.

In addition to a growing unfunded liability, the number of retired members in each of the four
retirement systems is growing faster than the number of new workers entering each of the four systems
(see figures 2 and 3). In the case of the Elected Officials Retirement Plan (EORP) there are more retired
members, 992, than active members paying into the system, 845. For the other three plans, the Public
Safety Personnel Retirement System (PSPRS), the Corrections Officer Retirement System (CORP) and
Arizona State Retirement System (ASRS), the rate of retirees is increasing faster than new employees in

recent years.



Figure 2: ASRS Active & Retired Members
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Excludes an older retirement system that closed in 1976

Figure 3: PSPRS, EORP and CORP Active & Retired Members
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Ten years ago the Arizona plans had a surplus of $3 billion and total taxpayer contributions were
$131 million compared to $13 billion deficit and $782 million in taxpayer contribution in 201 1.” This
swing in the fiscal health of the retirement plans occurred even though the state has always fully funded
the actuarial required contribution (ARC) each year, and the enactment of numerous benefit cuts and
policy changes by the plans and the Legislature (see figures 4 and 5). Arizona’s plans have made
numerous changes in the past decade in attempt to save costs and should be commended for their
foresight." However, while more is paid into the plan and benefits are reduced, the unfunded liabilities
of the plans continue to increase. Independent third party analyses of the plans warn that more reforms
are necessary to ensure the viability of the plans into the future.’
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Figure 4: ASRS Cash Flow
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Figure 5: Total Plan PSPRS, EORP and CORP Cash Flow
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History of Unfunded Liability

A combination of many factors has led to the unfunded liability including benefit increases,
contribution rates below normal cost, and investment losses. In 1999 benefits were increased by the
Arizona Legislature without detailed financial simulations indicating the full financial impact of benefit
increases during both up and down financial markets.’ The two financial market downturns in 2000 and
2008 have resulted in a significant drop in the value of the investments in the plans.



The Legislature is to be commended for passing Senate Bill 1609, which made numerous
changes to strengthen the retirement plans. In the case of PSPRS, CORP and EORP, member
contribution rates will increase over a five year period similar to what ASRS employees are paying, with
the balance of the contribution rate being paid for by taxpayers. In the case of ASRS, employees and
employers continue to split the contribution rate equally. The plans themselves have also made changes
in policy to the betterment of the funded status. In the case of PSPRS, the discount rate used to
calculate liabilities is being dropped from its previous 8.25 percent rate in 2011 to a 7.5 percent rate by
2014. PSPRS has also adopted an amortization schedule designed to pay off the current liability in 24
years and switched to the Entry Age Normal method of accounting, which doesn’t backload liability
costs.

However, litigation opposing some of those changes made to PSPRS and EORP has been filed.
If the litigation is successful, the prospects for those two plans are grim, according to the plan
administrator.” That is because the current mechanism for determining cost of living allowances
(COLAs) forces the plan to take a portion of investment gains each year to pay for COLAs instead of
using the gains to offset investment losses from prior years. This statutory scheme is fiscally
questionable. (It should be noted, however, that some members of PSPRS do not participate in Social
Security Insurance, which does provide a COLA.) The effect of the SB 1609 can be illustrated by
contribution rates for the Arizona Department of Public Safety. Under the changes currently being
litigated, the contribution rates would increase to 58.7 percent of payroll by 2017 from 49.7 percent of
payroll today and then gradually decrease to 17.3 percent of payroll in 30 years. By comparison, without
the SB 1609 changes, contribution rates will increase to 66 percent of payroll in 2027 from the 49.7
percent of payroll today before decreasing to 33.3 percent of payroll in 30 years.

The best analogy to the situation Arizona finds itself in with respect to the retirement systems
was made by Josh McGee, vice president of the Laura and John Arnold Foundation, during his
presentation to the committee on November 27, 2012. When an oil well suffers a blowout there are two
problems that have to be addressed: stopping the leak and cleaning up the oil spill itself.® In the case of
DB retirement systems, the oil spill is the unfunded liability and the traditional DB system is the leaky oil
well. If both are not addressed, then unfunded liabilities can continue to increase even as the state cuts
benefits and increases contribution rates to address the unfunded liability. SB 1609 was the Legislature’s
first large attempt in treating both the “leak” and the “spill.”

Paying off the unfunded liability does not address the inherent unpredictability of traditional DB
cost that can add to the unfunded liability going forward. For ASRS, all of the investment risk is shared
between employees and taxpayers, and for the Public Safety Retirement System (PSPRS), the
Correctional Officers Retirement Plan (CORP) and the Elected Officials Retirement Plan (EORP); the
investment risk is moving towards a one-third/two-thirds split between employees and taxpayers (see
figures 6 and 7).



Figure 6: ASRS History of Contribution Rates
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Figure 7: History of PSPRS, CORP and EORP Contribution Rates
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Retirement System Costs

This committee was tasked to examine the feasibility and costs associated with moving existing
and/or future government employees from a DB retirement system to a DC system. After examining
the literature, hearing testimony and reviewing recent court cases, the committee does not believe
existing employees can be forced from a DB system to a DC system. Such a move would invite litigation
from not only employees, but outside groups such as the Goldwater Institute as a violation of contract
law under the Arizona Constitution.” However, current employees could voluntarily switch to a new
plan if given the choice.

As for the costs associated with starting a DC system for new employees, it is the committee’s
determination that the state would not incur any meaningful additional cost if policymakers decided to
offer new employees a new DC plan. Nor does the creation of a new DC plan reduce the current
unfunded liabilities of the existing DB plans. Over time a DC plan does provide more cost certainty for
employers, but the current DB plans’ unfunded liabilities still must be paid. Although there are some
restrictions, how that debt is paid is fundamentally up to policy makers."” Accounting standards establish
guidelines for reporting liabilities, but do not dictate pension funding. If policymakers create a new DC
plan for new employees, whether optional or mandatory, the Legislature can choose to pay down the
unfunded liability through a variety of methods and funding sources. The most logical is to continue to
amortize the cost over total payroll of the employer."'

For example, the current contribution rate for ASRS is 22.28 percent. This breaks down to 12.92
percent for the normal cost, 8.23 percent for the amortized payment of the unfunded liability of the DB
benefit, .65 percent for the health benefit (which is broken down as .42 percent normal cost and .23
percent for the unfunded liability of the health benefit,) and .48 percent for the disability benefit . The
employee pays 11.14 percent of salary and the taxpayers pay 11.14 percent of payroll to make these
contributions into the ASRS system. If the Legislature adopts a new retirement plan or optional DC
plan and amortizes the unfunded liability over total payroll, employers would still pay 8.46 percent for
amortized cost of the unfunded liabilities of the DB and health benefit and can choose to pay the
remaining 2.68 percent (11.14 percent — 8.46 percent) of pay to match an employee’s contribution to the
optional DC plan, or pay more into the DB plan. As the unfunded liability reduces, policymakers could
increase the DC match, keep it level, or accelerate paying down the unfunded liability (the amortized
cost of the unfunded liability does vary through time and could also increase in the future).

What the employee contributes in an optional DC plan could either be mandated or voluntary.
The maximum amount allowed under federal law for both employee and employer contributions in a
DC plan is $17,500 a year per employee, with an additional $5,500 a year for employees 50 years and
older. Participation in optional DC plans varies among the states, depends on the attractiveness of the
plan, and can be as high as 25 percent of new employees.'” Offering 2 DC plan can be an incentive to
find employees for certain jobs in government where job mobility is desirable.”

Outside experts that have reviewed Arizona’s plans have concluded that a credible plan to pay
down the existing liabilities has been adopted.' In the case of PSPRS, EORP and CORP, the board of
trustees have adopted an amortization schedule that would eliminate the deficit in 24 years. For ASRS,
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the plan is proposing legislation for 2013 that would allow the board to do likewise and implement a
plan to pay off the deficit in less than a rolling 30 years (see figures 8 and 9).

Figure 8: Projected Aggregate Contribution Rates and Funded Status for ASRS
(Assumes future investment returns of 8.0% on Market 1V alue of Assets and excludes future potential PBIs)

PROJECTED CONTRIBUTION RATES PROJECTED FUNDED STATUS

No Growth in 2.5% Growth No Growth in 2.5% Growth NoGrowthin 22 Annual NoGrowthin 22 Annual
X o Gro in 2. ro . o Gro in 2. ro : Growthin . Growthin
ASRS Fiscal Employee  in Employee ASRS Fiscal Employee  in Employee Valuation Date Employee e ValuationDate Employee s
ieay Membership Membershi s Membership Membershi Membershi N Membershi| K
P P P P P Membership P Membership
2013 21.95% 21.95% 2028 19.66% 16.81% 2012 75% 75% 2027 79% 80%
2014 22.47% 22.28% 2029 19.27% 16.38% 2013 75% 75% 2028 80% 81%
2015 23.01% 22.58% 2030 18.89% 15.97% 2014 74% 74% 2029 80% 82%
2016 23.36% 22.67% 2031 18.48% 15.57% 2015 73% 73% 2030 81% 82%
2017 23.54% 22.57% 2032 18.09% 15.19% 2016 73% 73% 2031 81% 83%
2018 23.85% 22.57% 2033 17.73% 14.86% 2017 72% 72% 2032 82% 84%
2018 23.73% 22.17% 2034 17.38% 14.54% 2018 72% 72% 2033 82% 4%
2020 23.05% 21.30% 2035 17.04% 14.24% 2019 73% 74% 2034 83% 85%
2021 22.41% 20.48% 2036 16.70% 13.97% 2020 75% 75% 2035 83% 86%
2022 22.09% 19.95% 2037 16.39% 13.72% 2021 75% 76% 2036 84% 86%
2023 21.69% 19.38% 2038 16.10% 13.50% 2022 76% 77% 2037 84% 87%
2024 21.29% 18.83% 2039 15.83% 13.30% 2023 77% 77% 2038 84% 87%
2025 20.85% 18.30% 2040 15.55% 13.13% 2024 77% 78% 2039 85% 28%
2026 20.47% 17.78% 2041 15.36% 12.97% 2025 78% 79% 2040 85% 88%
2027 20.04% 17.27% 2042 15.14% 12.83% 2026 78% 80% 2041 86% 20%
Figure 9: Projected Employer Contribution Rates and Funded Status for PSPRS, EORP and CORP
(Represents the 75% probability that contributions will be at most this percent of payroll)
Valuation PSPRS EORP Valuation CORP
Valuation Date PSPRS EORP Valuation Date CORP Bte Bate
2012 60.1% 59.6% 2010 83.8%
2012 29.10% 38.10% 2010 8.30%
2017 56.7% 53.2% 2015 63.5%
2017 35.80% 41.40% 2015 13.00%
2022 62.5% 58.2% 2020 66.0%
2022 38.50% 40.30% 2020 14.00%
2027 71.3% 69.4% 2025 71.0%
2027 38.80% 37.10% 2025 15.20%
2032 80.0% 81.8% 2030 76.7%
2032 30.40% 26.20% 2030 13.30%
2037 84.0% 87.4% 2035 80.9%
2037 25.50% 22.10% 2035 11.60%
2042 86.8% 90.0% 2040 84.7%
2042 22.70% 19.40% 2040 10.20%
2047 89.5% 91.4% 2045 87.8%
2047 20.60% 18.00% 2045 9.30%
2052 90.3% 92.4% 2050 89.5%
2052 20.00% 17.70% 2050 9.00%

The pay off schedule does envision increasing contribution rates over the near term before
leveling off and declining in the out years — assuming the plans earn their expected rates of return of 8
percent and 7.5 percent going forward. If the plans do not meet their return assumptions, the liabilities
will grow, contributions from taxpayers and employees will increase, and further benefit reductions will
likely be considered. While those investment returns match long-term historical trends, it is clear that in
the past decade that has not been the case, with returns averaging 6.3 percent for ASRS and 5.51 percent
for the PSPRS total fund. With the continued low interest rate environment being implemented by the
United States Federal Reserve, it is likely that the plans are facing close to a 20-year period of below

10



average investment returns. Compounding years of low investment returns puts more funding pressure
on the plans, and increases the unfunded liability, which leads to larger contribution rates by employees
and employers.

By comparison, investment returns would have to range between 10.5 percent and 11.5 percent
for the PSPRS, EORP and CORP system in order to pay off the unfunded liability without an increase
in contribution rates.” If investments matched the long-term average of 9.5 percent, it would take
between 45 and 55 years to eliminate the liability. For ASRS, investment returns would have to average
8.27 percent to pay off the liability in 30 years as currently projected, but would only take 16 years to pay
off if the long term average return of 10.0 percent was achieved.'

These contribution projections are based on the discount rates of between 7.5 percent and 8
percent that the plans currently use. If a lower discount rate is used, the liabilities and contribution rates
would increase. The Government Accounting Standards Board recently adopted new rules that will
require public pension to use a lower discount rate for the unfunded portion of their liabilities. These
new rules will be phasing in over the next two years and will have to be reported in the annual financial
reports of entities (see figure 10).

Figure 10: Liabilities at 5% and 8%

2011 2011 2012 2012
Discount Rate 8% 5% 8% 5%
ASRS
Liabilities 38,942 54,553 39,952 55,562
Assets* 28,033 28,033 27,569 27,569
Deficit -10,909 -26,520 -12,383 27,993
% Funded 71.99% 51.39% 69.01% 49.62%
PSPRS
Liabilities 9,365 13,608 10,326 14,552
Assets 5,048 5,048 5,075 5,075
Deficit -4,317 -8,560 -5,251 -9,477
% Funded 53.90% 37.10% 49.15% 34.87%
CORP
Liabilities 2,009 3,030 2,232 3,338
Assets 1,304 1,304 1,287 1,288
Deficit -705 -1726 -945 -2050
% Funded 64.91% 43.04% 57.66% 38.59%
EORP
Liabilities 590 801 610 833
Assets 315 315 297 298
Deficit -275 -486 -313 -535
% Funded 53.39% 39.33% 48.69% 35.77%
TOTAL
Liabilities 50,906 71,992 53,120 74,285
Assets 34,700 34,700 34,700 34,701
Deficit -16,206 -37,292 -18,420 -39,584
% Funded 68.16% 48.20% 65.32% 46.71%

*All assets reported at Ending Market Value
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The choice facing Arizona policy makers is whether the state should continue to make
traditional defined benefit promises. These promises expose future generations of taxpayers to the risk
that they may have to pick up the tab for services that were enjoyed in the past. And these promises
expose employees to the risk that benefits may become underfunded to the point that they will be asked
to bear large cuts to benefits and/or salary. In some jurisdictions, such as Central Falls, Rhode Island,
decisions were delayed until the town declared bankruptcy and EXISTING retired employees were
forced to take a 55 percent reduction in their monthly retirement check.'” At the point of bankruptcy,
the funding ratio of the Central Fall retirement plans was 14.3 percent with a contribution rate of 28.2
percent.”” By comparison, 39 of the 270 entities in PSPRS have funding ratios less than 50 percent, and
seven of the entities are below 25 percent.” Senate Bill 1609 was enacted in 2011 to address these risks,
improve the funding status of the plans, and protect the core benefit for retirees and current employees.
The longer it takes to make changes necessary to a retirement plan to achieve proper funded status, the
harder it becomes to achieve that status, and the risk increases that existing obligations will be abrogated
through bankruptcy.”

If Arizona policymakers decide that in addition to cleaning up the “oil spill” they want to also
address the “leaky oil well” then several options exist for consideration. The three main policy options
available range from adopting a DC only plan, a cash-balance plan, or a hybrid plan that provides a DB
based on average salary of all workers with a DC component for compensation above the average salary
of all workers.

All three options have been implemented in various states in the past few years. There are pros
and cons to all of the options for policymakers to consider. The following section provides a brief
overview of four basic types of retirement plans available for public employees starting with the
traditional defined benefit plan. To illustrate the difference of each plan, this report focuses on what the
monthly cost is to provide a 25 year old employee today, who works for 30 years, to provide a yearly
income of $34,500 in retirement for at least 30 years, from age 55 to 85.”

Defined Benefit Plan

All four current Arizona retirement plans are DB plans. In the case of ASRS, an employee who
works 30 years with a highest annual salary of $50,000 for five years would receive a retirement of
$34,500 a year for life, regardless of how long the employee lived. The normal cost for the ASRS
benefit (pension and health) is estimated to be 13.34 percent of pay. However, a total of 22.28 percent
of salary is currently being set aside to provide for this benefit. The 8.94 percent difference between the
pension normal cost and the actual contribution rate is used to pay down the unfunded liability (8.46
percent) and to pay for disability benefits (.48 percent.) Currently, that employee is paying approximately
$458 a month for the benefit and taxpayers another $458 a month for a total of §916 a month. For a
traditional DB plan, the investment risk is 100 percent assumed by the employer. In the case of the
public sector, that would be future taxpayers. It should be noted, that the $34,500 is not hedged for
inflation, and the purchasing power of the benefit will diminish over time.
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Defined Contribution Plan

A DC plan has an employee and employer set aside a specific amount of money and when the
employee is eligible to retire, the accumulated savings sits in an account for the employee to draw upon
monthly in retirement. Assuming the same 8 percent return as the ASRS DB plan, an employee would
set aside $281 a month for 30 years and have a balance of $419,465 to draw upon in retirement. To
mitigate against annual inflation of 2.5 percent a year, then $754 a month would be set aside and a
balance of $1,124,797 would have accumulated. There is no guarantee that the DC plan will earn the 8
percent investment return, and the employee bears 100 percent of all investment risks and costs.
Assuming the plan did earn the amounts needed, the employee can then withdraw the $34,500 a year,
invest the rest at 8 percent, but if the retiree lives beyond age 85, there would be no assets left. However,
the state could offer an annuity option for the employee to provide a guaranteed income for life with the
accumulated balance.

Cash Balance Plans

A cash balance plan provides elements of both a DB and DC plan. Both employer and employee
contribute to an account and the employer guarantees a minimum investment return on those balances.
If the investment returns are higher than the minimum, the employee can share a percentage of the
gains; the employer uses the remaining percentage to offset its costs for those years when the
investment returns did not meet the minimum guaranteed return. At the time of retirement, the amount
that is accumulated can then be annuitized into a monthly benefit for the retiree, or taken as a lump sum
for the retiree to withdraw as needed. In the cash balance plan, the investment risk is on the employer
for the guaranteed amount, generally lower than what most DB plans assume today. Returns above that
amount can be shared between the employer and employee. In our example of providing retirement
income of $34,500 a year for 30 years, a 5 percent guaranteed return would require a monthly
contribution of $669 and result in a balance of $556,867 at retirement. The yearly cost of the plan would
obviously fluctuate depending on investment returns, and the ending balance could be higher if returns
are greater than 5 percent for the 30 years the employee contributed to the plan. Similar to a DC plan,
the state could offer an annuity option for the employee to provide a guaranteed income for life with the

accumulated balance.

Hybrid Plans

A hybrid plan provides a reduced DB plan combined with a DC plan. If the DB plan was half of
what it normally would be, in this case a $17,250 a year benefit, then a DC plan would supplement the
rest of the retirement benefit. Another option would be to provide a DB based on the average salary of
the plan, with all income above that point being converted to a DC plan. In this case, the investment
risk is born by taxpayers for the minimum benefit and the employee assumes the investment risk for
everything above the average salary, or the minimum benefit. Assuming an 8 percent return, $140 a
month would need to be set aside to accumulate $209,732 for the 30 year period to provide annual
income of $17,250 a year. To hedge against inflation of 2.5 percent, then $377 a month would be set
aside to accumulate $562,398 in assets at retirement, to withdraw $17,250 a year and investing the rest at
8 percent. As with the cash balance and DC plan, employees could be offered an annuity option to
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provide a guaranteed income for life with the accumulated balance in the DC portion to go along with
the lower DB benefit.

Private Sector DC Plans

For the past four decades, the private sector has been moving away from DB plans and putting
new employees in DC plans. Most private sector DC plans have lower contribution levels and
consequentially lower post retirement income levels. A survey of large Arizona businesses finds that 7.2
percent of employees have a DB plan, 66.7 percent have a DC plan, and 26.1 percent offer both.”
Nationally, studies indicate that about 30 percent offer a DB plan to new hires (half of which are cash-
balance plans) and 70 percent offer only a DC plan to new hires.” Thus, a policy concern in regards to
maintaining the DB plans for the public sector would be: What is the tolerance level of the voting public
to pay higher taxes to support public sector DB retirement plans when the majority of the private sector
is no longer offered a DB retirement plan outside of social security?

There are several drawbacks to DC plans under the private sector 401(k) system. In many cases
they are costlier to administer and earn less than their DB plans.24 To mitigate this issue, several states,
such as Oregon, Washington and Utah have required the DC plan to be managed by the same
investment professionals as the DB plan, to reduce costs and provide higher returns. If Arizona
policymakers were to adopt any new retirement plan model that included a DC component, it is
recommended that the current professional investment management structure remain in place, rather
than allow a variety of DC plan providers to manage the investments. Several DC plans offered to
higher education employees, including in Arizona, offer models that could be followed. Further, a
traditional DC plan allows employees to borrow against the balance for limited circumstances. This too
can be limited as Utah did with their new plan.

Part of the committee’s task was to review what other states have adopted in terms of non DB
retirement plans. The following is a review of the most recent actions.

Recent State Actions on Cash Balance Option

Kansas closed its DB plan in 2012 for state and local government employees and replaced it
with a new cash balance plan for those hired on or after January 1, 2015. The new plan guarantees a 5.25
percent interest rate, vesting after 5 years, and requires a 6 percent employee contribution and 3 to 6
percent employer contributions based on years of service. *

Louisiana closed its DB plan for most state employees in 2012 and will replace it with a cash
balance plan for new members starting July 1, 2013 with a 5-year vesting period. Employees will
contribute 8 percent, employers 4 percent, and the annual interest credit is equal to the plan’s actuarial
return less1 percent — with a floor of zero.

In addition to Kansas and Louisiana, Nebraska has had a cash balance plan since 2002 with
employees providing between 4.5 and 4.8 percent of pay (depending on if they are state or local
employees) and the employers paying between 150 to 156 percent of that contribution rate as a match.
Employees are guaranteed a 5 percent return.
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Recent State Actions on a Hybrid System

Virginia created a hybrid plan in 2012 with a DB and DC component for new state and local
government employees, except for those in law enforcement or hazardous occupations. Employees will
contribute 4 percent of pay to the DB plan which will have a service multiplier of 1 percent. The
employer contribution will be actuarially determined and be the same as the contribution for the closed
DB plan. Employees will pay 1 percent of pay to a DC plan with a 1 percent match from employers.
Employees can also contribute up to 4 percent in additional salary to the DC plan that will be matched
100 percent for the first 1 percent, then 50 percent for each additional 1 percent contributed.

In November 2011, Rhode Island passed pension reforms that applied to not only future
employees, but current employees as well. Under the new plan, effective July 1, 2012, employees pay
3.75 percent of pay into a new DB plan and 5 percent into a new DC plan. Taxpayers will pay an
additional 1 percent into the DC accounts on top of the required ARC payment into the DB plan. The
new DB plan has a 1 percent multiplier and full pension benefits can only be received when an

employee reaches Social Security eligibility — 67 years.”

In 2010, Utah created a hybrid plan that gives new employees the option of a reduced DB
benefit plan combined with a DC plan or a new DC plan. In this new hybrid, employees who chose the
option of the new DB plan are responsible for all contribution costs above the 10 percent employer
contribution. If DB costs are less than 10 percent, the balance is placed in a DC component on the
employee’s behalf. In the DC only component, the employer will provide a contribution that is 10
percent of pay.

Other states that have hybrid options include Washington, Georgia, Oregon, Indiana and
Michigan. States with core DC plans include: Alaska, Michigan, the District of Columbia and Minnesota
(limited group of employees). States with optional DC plans include Montana, Florida, South Carolina,
Ohio, Colorado and North Dakota. In addition, since 1974 the Arizona Board of Regents also
administers an optional DC plan for employees of the state’s three universities with more than 22,000
members (active, inactive and retired) and a participation rate of about 31.7 percent of eligible

employees.

Tax Implications for DC Plans

The final portion of Task 1 was the federal tax implications for a DC plan. A review of Internal
Revenue Source documents finds that for employees who are exempt from Social Security, the
combined contribution rate from the employer and employee must be at least 7.5 percent in order to
remain exempt from social security.”” Contributions for all employees would remain tax-deferred similar
to the current retirement plan contributions.

In summary, there are minimum costs for converting to a new retirement benefit plan, whether a
new DC plan, a hybrid or cash balance plan. The costs that exist are the current unfunded liabilities of
the plans which are obligations of the state and its political subdivisions. More than 18 states offer a
retirement plan other than a DB plan and the private sector in Arizona mirrors national trends in terms
of offering DC plans instead of DB plans.
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Recommendations:

e Any proposed changes that create a new DC, reduced DB, cash balance, or hybrid
retirement plan should only apply to future employees, or as a choice to existing employees.
Current employees should not be forced to a new retirement plan as a matter of fairness and

contract law.

e If the Legislature chooses to adopt any form of a new retirement plan (either a reduced DB
plan, a DC plan, a hybrid plan or cash balance plan) the legacy unfunded liability should
continue to be amortized over total employer payroll in such a manner as to not cause
existing contribution rates to increase beyond what they would have under existing
amortization schedules.

e The Legislature should consider enacting an optional DC plan for new or current employees
who voluntarily desire such a plan. This will assist government at all levels in attracting and
retaining those employees who would like to work in government for a limited time period
as a public service option and not as a career. This would not apply to public safety
employees (police, fire, and corrections officers) as the training required for those positions
is unique to government and should require individuals who are committed to a career in

public safety.

e If any new retirement plan system is enacted (a reduced DB plan, a DC plan, a hybrid plan
or cash balance plan), the funds contributed to the plan should be managed in a similar
fashion as today, by a professional investment staff so as to reduce costs and maximize
earnings for participants. This along with other best practices adopted by other states, such
as not allowing borrowing against retirement funds, should be developed and implemented
for any new retirement options.

e For non public safety employees, the Legislature should consider establishing retirement
ages for new employees to match that of social security.

e The Legislature should adopt legislation allowing the ASRS system to amortize the current
unfunded liability over a closed interval of less than a rolling 30 years.

e Once the current ASRS contribution rates have leveled off, switching back to an Entry Age
Normal (EAN) accounting methodology from the current Projected Unit Credit (PUC)
methodology should occur.

e To prevent future legislation that increases benefits without properly accounting for their
cost, legislation should be enacted that requires the retitement systems to calculate the net
present value of any benefit increase under varying investment return scenarios so
policymakers fully understand the dollar amount of the benefit being conferred.
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e The retirement plans should report to the Legislature annually the unfunded liability of the
funds using a discount rate that reflects the cost of borrowing for the state (new GASB
rules) and one that reflects the expected investment return for the plan.

e Contribution rates should not be decreased below the normal cost of the retirement benefit

for any of the plans unless the plan is fully funded as calculated by the lowest discount rate
of liabilities (AA rated Muni Bond rate.)

e Legislation should never be enacted that allows employers to pay an amount less than what
is annually required to move the plans to a fully funded status.

e Session law should be enacted to require employer groups to report to PSPRS how many
current employees are exempt from social security so an accurate data set can be compiled.

Task 2:

The committee shall study all the existing supplemental retirement plans in the public safety personnel retirement
system and the Arizona state retirement system, the advantages and disadvantages of these supplemental
retirement plans and the feasibility of merging these supplemental retirement plans to achieve maximum

effectiveness and minimization of costs to members and employers.

The committee was given presentations on the six supplemental plans offered by PSPRS, ASRS
and the Department of Administration and examined the charges and costs of each of these plans.
Based on the information presented, there doesn’t appear to be any cost savings to either members or
employers by consolidating these plans at the state level.

However, while not part of the committee charge, there is the issue of each political subdivision
in the state — including the 230 plus school districts — having the ability to offer their own supplemental
retirement system plan. The Legislature did address this in 2009 by allowing ASRS to offer a new
supplemental plan on a voluntary basis for school districts and charter schools. To ensure greater
savings for teachers and employees of cities and towns, the Legislature could enact legislation that would

require local entities to participate in the statewide deferred compensation plans.

Recommendations:

e Employers participating in all four retirement plans should be encouraged to use the
deferred compensation plans offered by the plans rather than contracting with their own

providers.
Task 3:

The committee shall study the definitions of compensation, average yearly salary and salary as used by the
Abrizona state retirement system, the elected officials’ retirement plan, the public safety personnel retirement system
and the corrections officer retirement plan to ascertain the actnarial effect of these definitions on the respective
retirement systems and plans, particularly the ability and actuality of "'spiking' compensation.
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The committee received presentations under two methodologies to examine if spiking exists in
the retirement system. One method was the percentage of retirees that had their compensation increase
by more than 25 percent during the last three years of employment. This is more than twice the average
compensation increase that the plans use in determining wage inflation in the final years of employment.
The second method was looking at pay increases over three year intervals over a nine-year period to see
if compensation increases were higher in the last three years of employment, or the three and six years

prior to employment.

In the information provided to the committee, between 22.6 and 29.77 percent of recent retires
from 2008 to 2011 received more than a 25 percent increase in compensation during the final 36
months of employment in PSPRS. For EORP, the increase ranged from 0 to 9 percent of recent retirees
and for CORP the percentage ranged from 5.24 to 10.71 percent. The ASRS average ranged from 15.76
to 28.37 percent of recent retirees (see figures 11 and 12).

Figure 11: PSPRS, CORP and EORP Spiking Study Results
(Percentage of retirees receiving more than a 25% increase in compensation for final 36 months of employment)

Public Safety Study Results

Y f
faar ° Public Safety Corrections Officers  Elected Officials
Retirement
2011 22.6% increase 7.37% increase 7.04% increase
2010 27.27% increase 8.28% increase 8.57% increase
2009 29.77% increase 10.71% increase 0.00% increase
2008 25.16% increase 5.24% increase 9.09% increase

Figure 12: ASRS' Spiking Study Results
ASRS Study Results

Average Salary in Average Increase Percentage of
. Average Salary in . X V'™ from 3 Years Prior to Retirees with an
Fiscal Year X 3 Years Prior to .
Final 3 Years — Final 3 Yearsand Aggregate Increase

inal s years Final 3 Years of 25% or more
2011 548,847 542,618 15.52% 15.76%
2010 547,908 540,186 20.76% 27.31%
2009 $46,573 $38,823 21.32% 28.37%
2008 544,636 $37,763 19.76% 24.27%

If new retirement plans are enacted for new employees that moved to a hybrid, cash balance or
DC system, then the issue of spiking would be eliminated as retirement benefits would be based on

accumulated savings and not compensation.

Recommendations:

e ILegislation should be considered going forward that limits retirement benefits to base salary
compensation and does not include off-duty work and the use of lump sum payouts at
termination of vacation and sick time. This would mitigate some of the methods in which a
salary can be “spiked” to boost retirement benefits.
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e Further legislative study of spiking and other methods of increasing compensation that affect
final retirement benefits should be conducted.

Task 4:

The committee shall study in regards to the public safety personnel retirement system and the corrections officer
retirement plan, the advantages and disadvantages of the local board system, the advantages and disadvantages of
the agent multiple-employer public retirement system model and the feasibility of establishing a single employer
public retirement system model.

The PSPRS administrator provided five different scenarios of consolidating the plan around:

Large employers

State of Arizona entities only

County employers

State and County employers separate
State and County employers combined

Rl e

Each scenario presents winners and losers amongst all the plans in terms of rate increases or
decreases. The smallest rate increase would occur if the state consolidated all of its PSPRS employers
into a single entity. In this case, five state agencies would see their contribution rate decrease on average
by 29.51 percent and four state agencies would see their rate increase on average by 3.34 percent.

Recommendations:

e The committee does not recommend the consolidation of the PSPRS system into a single
system due to the large inequities between the funded statuses among the employer groups.
However, legislation should be adopted that requires those PSPRS employers who are below
50 percent funded status to report to the Legislature what steps they are taking to bring the

plans into funded status over the current amortization period.

e The committee recommends that State of Arizona itself consider consolidating its public
safety employee groups into one entity to reduce the number of local boards and consolidate
all disability claims as the inequities in state agency contribution rates are currently low.

e The committee recommends session law be passed that requires the employer groups in
PSPRS and CORP provide information to the plan administrator on the costs of the local

board system.

19



Task 5:

The committee shall study in regards to the public safety personnel retirement system and the corrections officer
retirement plan, the procedures, determinations and granting of accidental and ordinary disability retirements to
members, the effect of the local boards in providing adequate cost controls for these disability retirements, the
establishment of another medical disability tier that provides for those members who cannot perform a reasonable
range of duties within the member's job classification or department but who are not totally disabled and the
elimination of the local boards in making such determinations and replacing the determinations of granting
medical disabilities with a single determination board in the administrative offices of the public safety personnel

retirement System.

Data provided by the administrator of PSPRS indicates that the dollar level of pension
distributions for PSPRS has held steady between 10.2 to 12.8 percent of benefits paid since FY 1995 and
currently is at 11.6 percent. Likewise, the total number of those receiving a disability pension has ranged
between 11.9 and 15.1 percent of those receiving a pension since FY 1995, with the current level at 13.8

percent.

For CORP, the numbers indicate a decline in those receiving disability pensions from a high of
5.9 percent in FY 2000 to just 3.2 percent in FY 2011. As a result, total amount of benefits paid each for
disabilities has decreased from 8.6 percent in FY 1995 to just 2.6 percent of benefits paid in FY 2011.

Disability determinations in the ASRS system is determined by a single entity with the board
having the final say. In the PSPRS system, each employer establishes a board to make that
determination. With smaller employers a disability claim may not arise for several years and the expertise
in addressing the claim may not be as robust as with a board that is routinely examining such cases.

Recommendations:

e The PSPRS should examine the creation of regional boards through legislation for
determining disability claims to provide a more consistent and uniform method of
determining eligibility. A regional approach, perhaps by counties, is probably more logical

than a single state-wide system.
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